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A Proposal For The
Codification Of Fraud
Cases
By Thomas D. Wood

Introduction
The accounting profession continues
to wrestle with the problem of what to
do about fraud. Fraud in its entirety
includes intentional misstatements of
assets and liabilities, misappropration,
defalcations and all other acts on part
of the firm's management or employees
designed to mislead auditors and,
ultimately, the public. For the profes
sion, the problem has three aspects; 1)
how to find fraud; 2) how and to whom
to report it; and 3) the extent of the
profession's responsibility with respect
to the first two. This latter point, while
perhaps the most fundamental, will not
be treated here; rather, it is taken as an
implicit assumption that finding and
reporting fraud is the profession's
responsibility. The degree of the
responsibility can remain temporarily
unstated for purposes of this paper
which is purely heuristic in intent. It is
not an intention here to review tradi
tional auditing techniques for finding
fraud, for they are well known, not is it
a purpose to suggest methods of re
porting fraud to third parties. The pur
pose of this paper is to expand upon a
recommendation made by The Com
mission on Auditors' Responsibilities
that means be established to “exchange
information on developments in the
perpetration and detection of fraud".1
Need For Such Information
What prompted this proposal is the
feeling that most accountants and au
ditors have never encountered fraud,
particularly fraud of any magnitude,
beyond check kiting schemes or pilfer
ing of petty cash, and as a consequence
are unfamiliar with methods and tech
niques which may be used by the per
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petrators. Collusive fraud and com
puter assisted fraud, for example, may
be quite difficult to uncover.
Moreover, many accountants are
probably not alerted to signs of the
possibility of fraud, signs that are
sometimes obvious in retrospect, or
that may be readily apparent to an au
ditor who has had a similar ex
perience. The feeling persists that ac
countants need to have every possible
advantage in understanding the kinds
of fraud uncovered by other auditors,
how the fraud was accomplished, and
how it was found.
The Proposal
To this end, i.e., giving all practicing
accountants the advantage of the ex
perience of others who have dis
covered fraud, it is proposed that the
American Institute of Certified Public
Accountants undertake to gather,
assimilate, classify, analyze and
publish relevant information concern
ing every reported case of fraud.
Gathering Data
Data gathering may fall into two
categories: information on current
cases and a build-up of information
obtained by analysis and codification
of past cases. Obtaining information
on current fraud cases will necessitate
encouraging practicing accountants to
report cases of which they have
knowledge. The incentive to timely
reporting may be twofold: 1) nearly in
stant feedback; and 2) an appreciation
of the benefits of such a program.
Feedback could be accomplished,
perhaps, by a kind of “loose leaf' re
porting service such as that provided
by the tax service publishing com
panies. The data could be dissemi

nated as frequently as necessary. The
frequency of the incoming data will
largely determine the time table for re
porting. For example, if cases are
numerous, weekly dissemination may
be desirable, in form similar to the
CPA Newsletter. Alternatively,
monthly reporting may be considered
adequate when cases are less
numerous. Important or unique cases
may dictate supplemental or special re
ports when they occur.
Another incentive for reporting of
cases by accountants will be the
benefits to be derived. Benefits to the
profession and to the individual ac
countant from the program are sub
stantial. First, as was mentioned pre
viously, many accountants in the field
have not encountered (or recognized)
fraud. Experiences of those who have
would be a valuable instructive device
for the uninitiated. Second, field ac
countants will become familiar with
types of fraud beyond the traditional
ones covered in textbooks, i.e., kiting
and lapping. Three, and this follows
from points one and two, by a study of
the cases and the information con
tained in the analysis, they will
develop a much keener awareness of
fraud than now exists, and more im
portantly, an expertise in recognizing
fraud or its signs and what to do about
fraud when it is found. Fourth, and
this may be the greatest advantage, the
profession may regard the reporting as
part of the inductive process in needed
research toward clarifying the profes
sion's responsibility for finding fraud
and for developing whatever pro
cedures and techniques that are
necessary.
In addition to gathering data on cur
rent cases from accountants in the field
the Institute may develop a library of
historical cases from all available
sources. The library will form a base
on which to build and should include a
codification and analysis identical in
form to that performed on current
cases. This will no doubt require a
considerable initial research effort but
the advantages already enumerated
would far outweight its cost. Much in
formation is already available about a
large number of fraud cases, some of
which have received wide publicity.
Many of these have been summarized
and analyzed in auditing texts and
reading books. Little would have to be
done to complete the codification of
these cases. Alternatively, many cases
which are more obscure and may have
escaped attention will need to be

researched. The effort to accumulate a
base from historical cases need not
delay codification of current cases as
they occur, however.
Guidelines For Reporting By
Practitioners.
When a practitioner has found fraud
or misappropriation in the course of
his practice, all information con
sidered useful in that case should be
reported to the Institute’s fraud
codification division. Guidelines for
the type of information to be reported
may take the following form:
1. The kind of fraud or misap
propriation. Examples of kinds of
possible fraud are: Kiting, lapping, in
tentional asset overstatement or
liability understatement such as
falsified inventory figures, fictitious
accounts receivable, hidden accounts
payable, and defalcations. Misstate
ments on the part of management or
the firm's employees designed to sub
vert or interfere with the process of the
audit should also be reported.
2. The amount involved. Estimates
of the amount should be made when
exact figures are indeterminable.
3. A narrative description of how
the fraud was accomplished.
4. A statement as to exactly how the
fraud was uncovered. This should in
clude procedures used, the point in the
progress of the audit at which it was
first discovered, and signs or indica
tions which led the auditor to his origi
nal suspicions. If statistical sampling
techniques were used, they should be
stated including sample size selected
and the basis for the selection, confi
dence level, and the rate of occurrence
of exceptions.
5. Whether collusion was involved,
and to what extent.
6. A general description of the firm.
The description should include the
firm’s size, according to total sales,
assets and number of employees, its
organizational structure and existing
internal control system, age of the
firm, and its economic environment.
7. The outcome of the case, for ex
ample, was it prosecuted? Did the perpetrator(s) resign? If prosecuted, were
they convicted?
8. Action taken by the auditor. To
whom was the fraud initially reported?
Did the auditor resign from the
engagement?
9. A statement of internal control
modifications which would have pre
vented or minimized the fraud.
The practitioner’s role is obviously an

active one and involves reporting in
formation which is not only factual but
judgmental as well.
Cases which cannot be reported for
legal or other reasons but which
become public knowledge through
news reports or other media should be
analyzed by the Institute’s staff along
lines similar to the points mentioned
above.

Codification of Case Date - The
Institute’s Role
Essentially, the Institute performs
five functions: I) building historical
files from past cases; 2) receiving and
analyzing data currently being re
ported by practitioners; 3) analyzing
cases not reported; 4) codifying infor
mation obtained; and 5) disseminating
the data to the membership. Sugges
tions have been made regarding each
of these functions except 4).
Codification of case data may take
one of several forms. The approach
selected should be designed to be as in
structive and useful to practicing ac
countants as is possible. The form used
may contain all, or selections of, the
following information:
Kind of fraud
Amount involved
Collusion
Extent of Management involvement
How fraud was accomplished
How fraud was uncovered
Size of accounting firm — by number
of employees
Size of staff assigned this audit
Number of years audited by this firm
Outcome of case
Action taken by auditor
Control measures that could have
thwarted fraud
Firm size by $ sales
Location — region
Firm size
by number of employees
Firm size — by $ total assets
Organizational structure
Age of firm
Industry
Shares traded? How?
Amount of liabilities to primary
creditors
Number of shareholders
Regulatory agencies affected
Internal control system

Inasmuch as all useful information
cannot be made to fit in the form
above, a narrative format may be in
cluded as a supplement, covering such
items of information as suggested
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It may be noted that data on each
case is not merely descriptive, but
clearly indicates what specific auditing
procedures should have been or were
used to detect the fraud. It is conceiva
ble that existing audit techniques
could be fine-tuned or new ones
developed as a result of such a case-bycase analysis. Stressing remedial pro
cedures rather than detail could result
in a significant learning tool and may
be used as the foundation for profes
sional development courses for practi
tioners serving to make them more
proficient auditors.
Some Possible Problem Areas
From the practitioner’s view point
there are two immediate areas of con
cern: 1) the time required to prepare
the data for forwarding to the In
stitute, and 2) when the case is to be re
ported.
The obvious answer to the matter of
the practitioner’s time is one of benefit.
The benefits obtained from the dis
semination of the information must
outweight its cost. A number of possi
ble advantages to practitioners have
been previously mentioned, and in the
aggregate, they appear to be substan
tial.
When to report a case is not so ob
vious. Chronologically, a case may be
reported at either of two points: At the
time the fraud is found or at the time
the case is disposed of. The need for
immediate feed-back supports the
former; completed feed-back requires
the latter. A compromise approach
may incorporate features of both. For
example, practitioners may be asked to
submit a preliminary report at the
point in time when the fraud is initially
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detected, giving as much data as is
possible. A follow-up report, perhaps
prompted by a “reminder” on the part
of the Institute from a file of
unresolved cases, may be made when
the case is finally decided.
The fundamental issue facing the In
stitute, should this or a similar pro
posal be adopted, is the effort, and its
concomitant cost, necessary to per
form the five functions already
enumerated. If it cannot be viewed
simply as a valuable service to be per
formed for members, and the costs ab
sorbed, then several possibilities exist.
First, a charge may be made for the
periodic reports, selling them as many
other reporting services are sold, by
subscription. The success of this
method is suspect, however, for it dou
bles the reporting practitioner’s
burden. Morever, it may tend to limit
the widespread dissemination of the
information. A second possibility for
covering costs is to incorporate it into
the charge for professional develop
ment programs which are based on the
codified case data. There is a limiting
element to this approach also, but it
seems less onerous than the first sug
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gestion. A third, and possibly least
satisfactory method of covering costs,
is to include the cost in the dues struc
ture. Its advantage is that it spreads
the cost among all members.
From an overview of this proposal,
there is a more serious problem posed
to both the Institute and the practi
tioner: That of possible legal implica
tions for both. The fundamental legal
issue is the presumption of innocence
doctrine. Neither the Institute nor the
practitioner can afford to be exposed
to libel. Some fraudulent acts are
never prosecuted, and the perpetrator(s), however guilty, cannot be
alluded to, even peripherally. As a
consequence, complete confidentiality
is required and whatever reporting
techniques are employed must avoid
implicating any firm or individual un
til the legal process is completed and
guilt proved. This is true for both
unresolved cases and those in which
guilt is not established. The Institute’s
attorneys will be required to make a
careful study of the reported data and
advise on means to avoid any possible
legal ramifications of collecting or dis
tributing information as devised.
Special cases may require special care
and can be reviewed on a case-by-case
basis. Individuals and firms must not
be named. The accountant’s name
should not be disclosed.
Another troublesome area for the
Institute and the practitioner is that of
a complete understanding of the pur
poses of the proposed program. It must
be emphatically stressed that the pro
gram is not a means of law enforce
ment. In that respect it must be purely
passive. Neither the Institute nor the
accountant can or should bring
charges, or for that matter, directly
cause charges to be made. This does
not mean that what the accountant
finds will not be used by others, but
simply that the accountant himself is
not a surrogate for damaged parties or
law enforcement agencies.
In addition, and this goes to the pur
poses of the program, it should be
clear that the Institute is not attempt
ing to police its membership by, for ex
ample, uncovering poor auditing prac
tices for purposes of embarrassment or
punitive action. Rather, practitioners
must be encouraged to freely report
fraud that they have uncovered. No
speculation should be made as to what
was not found, nor should there be any
intimation that methods and tech
niques used by the reporting practi

tioner were sub-standard or inap
propriate. The fact remains that the
fraud was discovered, and all practi
tioners will be interested in the means
by which it was found and by other
techniques, which analysis shows,
would have been simpler or more
direct. At all times the spirit of the
proposed program must be one of full
cooperation between the Institute and
the practitioner, remembering that its
sole purpose is instructional and infor
mational.
Conclusion
This paper has presented a proposal
for a program for the accounting pro
fession to bring its expertise to bear on
a real problem confronting it: Fraud,
how to find it and what to do when it is
found. The focal point is the recom
mendation that the American Institute
of Certified Public Accountants serve
as a collector, assimilator and dis
seminator of information on dis
covered fraud gathered from practic
ing accounts in the field. The potential
benefits to the profession, and to the
public, are immeasurable.
□

1The Commission on Auditors’ Respon
sibilities, Report, Conclusions and Recommenda
tions, (New York: The Commission on Audi
tors’ Responsibilities, 1211 Avenue of the
Americas, c 1978), p. 40.
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